winning bidder.

44. How can a proxy model be modified to accommodate technological neutrality?

There is no reason to modify the TS-LRIC proxy model because it reflects the best current
state of technology of the most efficient service provider Thus, it is technology-neutral in the sense
that it does not favor any particular technology Rather, the model is based on the most efficient
technology for the circumstance. For example, for longer loop lengths, wireless technology may be
used in the model because it is more efficient than wireline and the other available options.

All proxy models should be examined to ensure that they reflect the lowest cost alternative
for providing service. It would not be appropriate to use a model based on inefficient technologies
because there would be no incentive for carriers to improve efficiencies by implementing new
technologies, which, in the long run, would deny consumers one of the major benefits of competition.

45. Is it appropriate for a proxy model adopted by the Commission in this proceeding to be subject
to proprietary restrictions, or must such a model be a public document?

Any model upon which the Commission relies to set universal service support must be publicly
available and based on publicly available data to ensure that all parties have the opportunity to test
the model and the results and, thus, determine the alidity of the model.  Anything short of this
would not comply with established procedural protections for interested parties. In addition,
allowing the use of proprietary data would give the party providing the data control over the outcome
of the model and, thus, taint the results.

46. Should a proxy model be adopted if it is based on proprietary data that may not be available for
public review?

No. See the answer to question 45, supra
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47 Ifit is determined that proprietary data should not be employed in the proxy model, are there
adequate data publicly available on current book costs to develop a proxy model? If so, identify the
source(s) of such data?

The only book costs that are available to develop a model are those of incumbent LECs. It
would not be appropriate to base a proxy model for use in a competitive environment on the
incumbent LECs’ book costs because they reflect inefficient networks and bloated overheads that
were only possible in a monopoly environment. Thus, any proxy model based on these costs would
carry these inefficiencies into the new competitive environment, thereby depriving consumers of the
benefits of competition -- namely, lower prices and more efficient and advanced technologies. Proxy
models must be based on publicly available forward-looking costs, not the LECs' book costs. The
Hatfield model, for example, uses data from a study of forward-looking billing and billing inquiries
costs from New England Telephone.

48. Should the materiality and potential importance of proprietary information be considered in
evaluating the various models?

All aspects of the models considered by the Joint Board and the Commission must be public.
If certain information is proprietary, then the parties will not be able to determine if that information
is material. Similarly, there is no way for the parties to know whether proprietary information will

have a material effect on the results of the model unless they are privy to the proprietary data.

Competitive Bidding

49. How would high-cost payments be determined under a system of competitive bidding in areas
with no competition?

High-cost support cannot be determined by competitive bidding where there is only one

carrier willing to bid. Even GTE's proposed bidding system uses a cost model to set support in areas
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where there is no competition.

50. How should a bidding system be structured in order to provide incentives for carriers to compete
to submit the low bid for universal service support?

A bidding system used as the primary method for determining universal service support would
not be effective in securing the lowest possible support level because all eligible carriers would be
entitled to the level of support determined by the bid. A bidding system is effective in a “winner take
all” situation, where entities must submit low bids in order to “win” the business. This is not the case,
however, in the context of universal service where all eligible carriers would be entitled to receive
universal service support at the level determined by the “winning bid.” In this circumstance there
would be no incentive for carriers to bid low-- on the contrary, the incentive would be to bid high
because there would be no penalty for proposing a losing bid.

MCI favors use of a bidding system only in those rare cases where LECs are unwilling and
unable to provide service at the level of support based on TS-LRIC, as discussed in the answer to
question 43. Requiring the incumbent LEC to make its network available for resale at net book cost
if it loses the bid would ensure that the LEC does not seek to abandon its service area frivolously, and
would give the LEC an incentive to bid low so it can retain the use of its plant, including the ability
to resell it at the rates allowed under the Commission s interconnection decision.

51. What, if any, safeguards should be adopted to ensure that large companies do not bid excessively
low to drive out competition”

The bid must be structured such that companies bid how much support they need, given a
specified local rate. The winning bidder (and any other company that wishes to) would then have to
provide service at no more than that local rate and would receive the level of support that won the

bid. In this scenario, no company would have an incentive to bid a level of support that would not,
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when combined with the specified rate, allow the company to meet its costs. Thus, no company
would bid below its own costs. A bid could drive out competitors only if the bidding company is
truly the low-cost provider for that area. In any event, as discussed in question 50., it is more likely
that carriers would bid higher than necessary to secure as much support and profit as possible.

52 What safeguards should be adopted to ensure adequate quality of service under a system of
competitive bidding?

The terms of the bidding must be set by the regulator to specify both the service quality
requirements and the maximum local rate that can be charged. This would ensure that the bid reflects
the cost of providing the level of service desired. Failure to meet the service quality requirements
should result in a reduction of the universal service support

53. How is collusion avoided when using a competitive bid?

As with the Commission's auctions of PCS licenses, the Commission must adopt rules that
prohibit collusion, and must advise all potential bidders that the Commission and Department of
Justice will enforce the rules.

54. Should the structure of the auction differ if there are few bidders? If so, how?

The structure of the auction should be geared to the anticipated numbers of bidders, as the
Commission has done in the PCS and IVDS auctions. The more bidders there are, the fewer rounds
there can be in a day, as bidders will need more time tr» assess the information provided in the bids.
55. How should the Commission determine the size of the areas within which eligible carriers bid for

universal service support? What is the optimal basis for determining the size of those areas, in order
to avoid unfair advantage for either the incumbent local exchange carriers or competitive carriers?

As discussed in the answer to questions 43 and 50 . an auction should be implemented only

where carriers are unwilling and unable to provide service based on the costs computed by the proxy
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cost model. Carriers that wish to receive support must be required to provide service anywhere in
the area covered by the bid. However, the area covered by an auction should be no smaller than a
Census Block Group (CBG) to ensure that the incumbent is not simply trying to segment its local

market.

Benchmark Cost Model

56. How do the book costs of incumbent local exchange carriers compare with the calculated proxy
costs of the Benchmark Cost Model (BCM) for the same areas?

Proxy cost models compute the forward-looking cost of a network given today's most
efficient technology and current costs, while a LEC's book costs reflect its costs of equipment over
several years. These two amounts are likely to vary However, the forward-looking costs are the
relevant costs in a competitive industry, because those are the costs of the most efficient provider,
which all other providers will have to meet.

57. Should the BCM be modified to include non-wireline services? If wireless technology proves

less costly than wireline facilities, should projected costs be capped at the level predicted for use of
wireless technology?

The proxy cost model used to set universal service support should reflect the lowest cost
technology available to serve a given area. If wireless technology is the cheapest alternative for
serving an area, then the proxy cost model should report those costs for that area, and support should
be based on that lowest cost alternative.

58._What are the advantages and disadvantages of using a wire center instead of a Census Block
Group as the appropriate geographic area in projecting costs?

Much of the data used in proxy cost models, such as data regarding population density, is

available only at the CBG level. Any attempt to determine population by wire center would require



-27-
some mapping of the CBG data to wire center areas. which would not be a perfect match and,
therefore, would require the use of arbitrary assumptions that could lead to incorrect results. In
addition, because wire centers are a function of the incumbent LEC's network, their use would not
be provider-neutral. Finally, since there are more CBGs than wire centers, use of CBGs rather than
wire centers would allow support to be targeted to more narrow geographic areas, and would allow
competition to develop in more areas.

59. The Maine PUC and several other State commissions proposed inclusion in the BCM of the costs
of connecting exchanges to the public switched network through the use of microwave, trunk, or
satellite technologies. Those commenters also proposed the use of an additional extra-high-cost

variable for remote areas not accessible by road. What is the feasibility and the advisability of
incorporating these changes into the BCM?

A proxy cost model should reflect the least cost alternative of providing service to each area.
To the extent microwave, trunk, or satellite technologies are lower cost, the cost model should reflect
those technologies. Similarly, cost factors used in a proxy cost model should reflect the true costs
of providing service. Thus, to the extent remote areas not accessible by road are truly higher cost,
a higher cost factor should be applied to them. However, the amount by which the cost factor should
be increased must be based on publicly available data on the costs of serving those areas.
60. The National Cable Television Association proposed a number of modifications to the BCM
related to switching cost, fill factors, digital loop carrier subscriber equipment, penetration

assumptions, deployment of fiber versus copper technology assumptions, and service area interface
costs. Which, if any, of these changes would be feasible and advisable to incorporate into the BCM?

A number of the changes suggested by the National Cable Television Association (NCTA)
would improve the estimates of network costs in the BCM  For instance, the algorithm for switching
costs in the original BCM was based on data for only one type of switch, the Northern Telecom DMS

100, using data that was published in 1990, because this was the only publicly available data that
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could be located at the time The current sponsors of BCM2, recognizing the shortcomings of this
switching module, have apparently revised this

Similarly the fill factors used in the original BCM (and apparently retained in BCM2) were
selected to reflect the LECs' best engineering practice for their existing networks. NCTA notes that
these fill factors may be too low, because the LECs have excess capacity (and thus a lower fill factor)
in their networks to provide services other than the residential service that is to receive universal
service support. According to NCTA, the cost of providing those services should not include all the
excess capacity built into the network and, therefore, the fill factor should be raised, thereby lowering
the cost of untversal service

MCI agrees that the proxy cost model should reflect only the cost necessary for providing the
services that receive universal service support and that the fill factor used in BCM should, therefore,
reflect only the excess capacity necessary to provide the level of service quality required for universal
service. In addition, it would be possible to make the NCTA-proposed adjustment to BCM because
the fill factor is a user-specifiable input to the model

NCTA also is correct that a proxy cost model must reflect the cost of providing only the
services that will receive universal service support Anv proxy cost model that the Commission and
Joint Board adopt should reflect these costs both in the actual design of the model and in the inputs
used in the model.

61. Should the support calculated using the Benchmark Cost Model also reflect subscriber income
levels, as suggested by the Puerto Rico Telephone Company in its comments?

No. The Benchmark Cost Model estimates the forward-looking cost of building the network.

That cost is unaffected by the income level of subscribers In addition, the universal service fund
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should support high-cost areas. Subsidies for low-income consumers should be handled as discussed

in response to question 71, infra.

62. The BCM appears to compare unseparated costs, calculated using a proxy methodology, with
a nationwide local benchmark rate. Does use of the BCM suggest that the costs calculated by the
model would be recovered only through services included in the benchmark rate? Does the BCM
require changes to existing separations and access charge rules? Is the model designed to change as
those rules are changed? Does the comparison of model costs with a local rate affordability
benchmark create an opportunity for over-recovery from universal service support mechanisms?

Use of a proxy cost model such as the BCM does not suggest that the costs calculated by the
model would be recovered only through services included in the benchmark rate. Setting universal
service support equal to the difference between the economic cost of the services included in the
definition of universal service and an acceptable rate level merely identifies the portion of access
charges that are necessary to ensure that local rates are affordable. When the universal service fund
is established to recover these costs, access charges must be reduced by an equivalent amount to
prevent double-recovery. Separations and access charge rules would have to be changed to remove
the amount of universal service support from the interstate jurisdiction and from access charges. The
cost model itself is independent of the separations and access charge rules, and thus would not need
to change as the separations and access charge rules are changed.

63. Is it feasible and/or advisable to integrate the grid cell structure used in the Cost Proxy Model

(CPM) proposed by Pacific Telesis into the BCM for identifying terrain and population in areas where
population density is low?

Use of grid cells as in the CPM would require the development by all carriers throughout the
country of a database showing exactly where all residential and business customers are in their serving
territories. This would be a very expensive undertaking. BCM2 attempts to refine its population

distribution for low density areas by mapping the distribution in these areas to the road network. This
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method may provide the same or similar results at less cost than use of grid cells.

Cost Proxy Model Proposed by Pacific Telesis

64, Can the erid cell structure used in the CPM reasonably identify population distribution in
sparsely-populated areas?

Pacific Bell has developed a database showing the location of all residential and business
customers in its territory, but so far has not provided this data for any other state. Developing this
data for the entire nation would be very time-consuming, expensive, and very likely would not be
made publicly available by the companies, as it would be considered proprietary. These problems
would only be increased as more companies enter the local service market. As discussed supra in
response to question 45, the Commission should not use proprietary data in developing the universal
service support.

65. Can the CPM be modified to identify terrain and soil type by grid cell?

There is no reason in principle why terrain and soil type could not be mapped to the grid cell
structure used in the CPM. However, doing so would require assumptions about which terrain and
soil type applies to the cell grid, since the data is not collected on the basis of those geographic areas.

66. Can the CPM be used on a nationwide basis to estimate the cost of providing basic residential

The only state for which the CPM has been used is California. To use the CPM in other states
would require the development of the user input data for each state. If the CPM is to be used on a
nation-wide basis to estimate the cost of providing basic residential service, these user inputs must
be developed on a consistent basis for all states In addition, this data would have to be made
available to other interested parties so that they could evaluate and comment on the accuracy of the

model and the results.
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67. Using the CPM. what costs would be calculated by Census Block Group and by wire center for
serving a rural. high-cost state (e.g.. Arkansas)?

MCT has no information on this issue.

68. Is the CPM a self-contained model. or does it relv on other models, and if so, to what extent?

There are a number of inputs to the CPM which appear to require the use of other models.
For example, minutes of use (MOU) and messages per subscriber per month in the busy hour are
based on the SCIS model (See Cost Proxy Model' Universal Service Edition User Manual, page 2-2,

attached to May 22, 1996 Pacific Telesis Ex Parte)

69. If a portion of the CCL charge represents a subsidy to support universal service, what is the total
amount of the subsidy? Please provide supporting evidence to substantiate such estimates.
Supporting evidence should indicate the cost methodology used to estimate the magnitude of the
subsidy (e.g.. long-run incremental, short-run incremental, fully-distributed).

The CCL charge recovers a portion of the loop costs which are allocated to the interstate
jurisdiction. The amount of loop costs which are assigned to the interstate jurisdiction is based on
an arbitrary assignment of costs. Recovering these ¢nsts in the CCL charge to IXCs allows local
rates to be lower than they otherwise would be in 2 world where LEC revenues are set equal to
reported costs. As such, the CCL charge is an implicit subsidy to local service charges which is no
longer permissible under the 1996 Act. In addition, the "CL charge lowers rates in all areas, not just
in high-cost areas which need universal service support When the Commission implements the
explicit universal service fund as advocated by MCI supra, the CCL must be reduced by an equivalent

amount.
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70. If a portion of the CCL charge represents a contribution to the recovery of loop costs, please
identify and discuss alternatives to the CCL charge for recovery of those costs from all interstate
telecommunications service providers (e.g., bulk billing, flat rate/per-line charge).

The CCL charge recovers a portion of the local loop costs that are arbitrarily assigned to the
interstate jurisdiction. However, there is no "interstate" cost of the local loop; the local loop exists
because the end user decides to purchase telephone service. Thus, the end user is the cost causer for
the local loop. The cost of the local loop should therefore be recovered from the end user, or through
the explicit funding mechanism of the universal service fund as advocated by MCI in those areas
where local rates would exceed the national average local service rate '

Any recovery of local loop costs from IXCs, even if it were done on a per-end-user basis as
in bulk-billing or flat rate/per-line charges, would require the arbitrary assignment of costs to the
interstate jurisdiction. This would result in an implicit subsidy of the type which is not allowed under

the 1996 Act.

Low-Income Consumers

71. Should the new universal service fund provide support for the Lifeline and Linkup programs, in
order to make those subsidies technologically and competitively neutral? If so, should the amount
of the lifeline subsidy still be tied, as it is now. to the amount of the subscriber line charge?

The Lifeline and Linkup programs should be tied to the total cost of the loop, as in the proxy
models, rather than to the level of the subscriber line charge (SLC). Under MCI's universal service
proposal, support is the difference between the nation-wide average local rate and the economic cost

of that service. This should allow every area to receive service at the nation-wide average rate.

'Y Because prices for the local loop are currently well above economic cost, recovering
the cost of the local loop from end users should not result in an increase in price to the end user.
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MCI supports the continuation of the Lifeline and Linkup programs as additional support
mechanisms for low-income consumers. These programs, however, must be funded through the new
universal service fund in order to make the subsidies technologically and competitively neutral. Thus,
the Lifeline subsidy should no longer be implemented through the SLC and any carrier providing
service to an individual participating in the Lifeline or Linkup program should be entitled to support

from the fund.

Administration of Universal Service Support

72. Section 254(d) of the 1996 Act provides that the Commission may exempt carriers from
contributing to the support of universal service if their contribution would be "de minimis." The
conference report indicates that "[t]he conferees intend that this authority would only be used in cases
where the administrative cost of collecting contributions from a carrier or carriers would exceed the
contribution that carrier would otherwise have to make under the formula for contributions selected
by the Commission." What levels of administrative costs should be expected per carrier under the
various methods that have been proposed for funding (e.g.. gross revenues, revenues net of payments
to other carriers, retail revenues, etc.)?

Gross revenues for telecommunications services are already reported to the Commission on
Form 431 for use in determining Telecommunications Relay Service funding obligations. The cost
of providing additional data on payments to other telecommunications carriers should be negligible.
The total per-company cost of reporting the data necessary to administer the universal service fund
should therefore be negligible MCI expects that very few telecommunications companies would be

exempt from paying into the fund.
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MCT respectfully requests that its proposals as reflected herein and in its Comments and Reply

Comments be adopted.
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